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uncertainty strikes with pa~ti~ular force when le••ing largely ~ile. long
lived network assets with fixed costs.

Finally, Dr. Avera demonstrated how the component cost. of Dr. COllins'
propoeed cost of eapita1. are inac:c\lrate and contrary to SWBT'. actual experience
in the industry.

In her direct testimony in POD 97-213, SWII't .:1=... nt.ahatll ~. ...
t ••tified that abe 18 EXecutive Director-InteroonDeotlon and Resale Technical
ImpleJDeDtaUon for SWB't; I:n her te.tillOnY, abe described how SWB1' cOlllplie. with
the 1'el-c0IIIIIl\l1l1cation. Ac:~ of U96 and ..he Z'll!quil:'_nt. ft"tabU.8hec1 by tua
COJIIIni••ion and the FCC for providing C:0IDPBtitive local exchange carriers
(-CLECs") with non-discrill1natory access to its OperatiODs Support System (-096")
function.. She alao discussed the ass functions that SwaT makes available to
CLECs for pre-ordering, ordering, provisioning, lIaineemmc:ll ud repair, aPd
billing.

SWDT has Made a nWDber of electronic interfacea available to CLBC••- These
inte~faces enable CLECs to provide service. to their end. user customers thAt are
compa.rable to the service levels provided by SWBT to ita own end user customer•.
SWBT bas perfo2."1lled all the functions necessary in order to make electronic
interfaces -operationally ready- for CLECs, and they have been ready to use since
January 1, 1997.

SWBT haa fulfilled its obligation to provide non-discriminatory OSS acce_s
to all CllECa. Aero.. all functions. SWBT provides eLSC. with a variety of
proprietary interfacea and/or with application-to-application interfaces ~sed

\lpon industry standards (where available) that allow the CI.!Cs to wild their owu
customer user software.

The two rate elements for a CLSC to access SWBT's oSS interfaces are the
following monthly charges:

•

•

Remote Access Facility (-RAf-) rate element--Tbe RAE bas been
created to provide CLECa with a point-of-entry for gaining
access to it. 09S functions. This rate element b based upon
coate for equipment, facilities. operations personnel, and the
se~urity firewall reC}\lired to ensure CLaC acceS8 to the
interfaces. It is a monthly charge per port, for either -Di.1
up. or _ ·Di~ect Connection. R CLEC. a~e requi~ed to previde
their own facility (private line or di~l up) for aCC8&5 to the
RAF.

Sys~em Access rate element-·The system ACcess ~ate element
c~ists of application and security support, as well as f\lll
time (24 hours a day/7 days a week) Help Desk eoverage to
assist CLECs ",ith electronic interfa~. issues that aris•.
This montbly ~har~e applies on a per state baeis.

Tbe following !\lnctions are supported by multiple interfaces which are
available to the CLECs~
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pre-ordering involves the ltXChange of inforlUt:ion between SWBT
and a CLEC about a current or potential cust.aner during
negotiation. for service. For example, pre-ordering
capabilities include, address verification, customer service
record. and telephone n~r assignment. In tbe absence of
Datio:nal guidelines', SWBT provides CLBC. with • choice ot
interface8 for *ccese to its OSS pre-ordering capabilities.
The.e choic•• include BASE, Dat_gate, and veri~at•.

ordering involves tbe a.c:tual transmittal of the service
requeat frOll the CLlC to swaT. Provbioning involve. the
exchange of inforlllation where the CLEC can obtaw order
cOb.firmation data, uervice orcler ctat:WI. and "ervlce order
c~letion information. SWBT provides CLBCe of all lIizes with
a choice of company-appropriate interfaces for access to it.
OSS ordering and provisioning capabilities. SWBT "ill
continue to work with CLECs on development of interfaces that
operate usiag indunry guidelines. While gational flIlicleli.nes
have yet to be fully developed tor o~dering Imd proviaioning,
SOT has been proactive in incorporating the completecr
ordering and Billing FcmJ1«J TeleQOllVllW'1ications Interface FOnu
(-OBP/Tlp·) national guidelines into its electronic interface.
Theae interfaces include EASE, LEX and EDI.

Maintenance and repair involves the e~change of information
which gives CLBCs the capability to request repair ot resold
services and unbundled network elements and to check on the
status of tbese repairs. CLECs have several options available
to ths for ~eporting trouble and for requesting llIAintenanee
and/or repaira. inclUded are Toolbar/Trouble Administration
and electronic Bonding.

NO. 003 1i'25
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• Billing involves the exchange of information nec~ss.~ for
CLECs to bill thei~ cust01llers, to proceeEl the end user's
claims and adjustments, and to view SWST'. cill for services
provided to the CLEC. These CI.ECIl are provided. with a choice
of optl0D8 for obtaining electronic access to billing
information, such as Bill Plus, EDI, EMIl and Toolbar/Bill
Information.

SWBT receives ancl processes service reque5tS for resold services of large
business customers and certClin cOlllPlex sening arrangements. However, electronic
means to perform these functions are not available. The.e situations require
extensive manual coordination on the part ot SWBT service represantatives, eve~

when hatl.dling service requests for SWBT'IiI own customers. Where these luge
bu.in.,s customers or ~omplex service arrangements are involved, CLECS will need
to contact the local service center to process their service reque.ts.

'tn her rebuttal testimony in PUD 97-213 and 97-442, ,._. Ham pre!ented
sWaT's position rega.rding Operational Support systelll (09S) issues that ",ere
raised by ATioT. She explained the OSS operational issues and the current
processes which will best eupport provisioning !or ONES.
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ATf.T' S Mr. Segura led one t.o beliew that the proviaioning process for UNBs
!s as easy as ·Plain Old Tel~bOna Service- (POTS). He implied that by PDt using
POTS (as h. reters to it), SWBT is not using up-to-c1ate. efficient OSS for CLBC
orders and pJ:'OV'isic:ming. This is incorrect. Ma. NUl explai;ned in detail the OSS
.yet_. available for these functions. In doing so, she d8tQOnatrated hOW POTS
associated ass simply is not capable or suitable to perform CHI ordering and
provisioning. .

AT&T sought to exclUde from ace cost studies almost all manual proeessini
for CLIC orders aDd prcv1.i011iQg of DNBa. OD the theory that the erro~ or fall
out rate frClll the Jll8c:hanhed systema 18 only about 2\'. ATiaT proposed that a 9st
-flow-through- rate he \Wed. Costs Of CSS should thus pre&U1M that gat of orders
arc mechiuli.lIed, accordIng' to AT&T.

Ms. Ham demonstrated how AT&T i. incon-ect. For each order that falb out,
manual intervention by SWBT is required to correct the errar or perfol:1D the edit.
The cost for this lllaDual precess 111I higher. onder SWBT's internal DSSZ 8YSt.,
CLEC service representatives ordering resold services experience a fall-out rate
of up to 50\'. As this experience deIlIonstrates, SWBT'!!II fall-oue rate for
processing retail resideneial service using £ASH (about 1') canaot be
automatically applied to CL!e service representatives. That low rate certaiSlly
cannot be applied to the v~.t.1y different systemB needed. for ordering and
provisioning ONEs (the EDl and LBX sys~ems described below) .

Currently. all UNB orderll received from the CLECS (whether by EDI. toEX,
facsimile or mail) are manually input by SWBT service representativea. SwaT
expectII tMt ita editing processes will improve, but those impro~t.will not
completely eli~nate the processing time required by SWBT representative•.

some ONE and complex resold service. will not and may never be available
for mechanhed EDX or LBX input due to the complexity an4 custOlllizatiCD required.
Thill would be no differaDt than what SWBT currently experience. with it. own
complex retail services. With time and experience, SWilT expect.s that CLEC
representatives will improve ordering results. but that they will not achieve in
the foreseeable future the 98\ flow-through rate hypothesi~ed by AT.T.

AT.T suggests changes to SWBT'. ass system to accommodate the special
billing re.quests of AT'T. Furthermore, AT.T w0\.11d h~ve SWBT incur additional
cost"§'" to modify oss in order to perf01111 for AT.T what SWOT does not perform, for
its o~ customer. or for IXCs. These suggestions are contrary ~o the provisions

0' of the tnterconnection Agreement between AT'T and SWBT. jJS well as the rela~.d

finding. by this commission.

Ms. Ham explained in detail each of the electronic interfaces that have
been made available to CLBCS for pre-order. ordering. provisioning', maintenallce
and repair, and billing, all in compliance with the AT.T arbitration decision.
She detailed the function of each OSS intertace.

EASE is an on-line systetl\ that waS developed a.s a service order
nesotiation tool for SWBT's own retail service representatives. and is currently
used by SWBT for both residence and business customers.
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Ms. Him a1&O descrio.d in detail the ImI and LIX SYlItMa. SeT'. EDI
gateway provides an elec:trouic interface which conforms t.o national guidelines.
%t b now available to CLBCs for testing with 5MBT the orderin9 aad provisioning
of both re.ole! services ancl unmmcUed network eleJHnt.. This c:ap&b111ty enables
eac:h CLEC to l!I~t electronically it.·loc:al service requests co SWBT, ~ to
receive acknowledgmencs, confirmations and completion status utilizing its own
intedace. LEI 111 a graphical user interface developed by SWBT tor operation on
Winclow8 and is based an DAtional guidelines. It will allow CLItes electronically
to ereate and tranllll'd.t local service requests to SWBT, to receive ac=kDwle4gment8
and Dotit icatiou of error details from SWBT, and to track firlll order
eonfirmations and nrvice Clrder c:ompletlC1n status. LBX is an option for CLEes
that wish to utilise national guidelines orl1ering fotmah but do DOt haVit or wisb
to establish Kat oapKbility.

Ms. KUI of SWBT testified concertl.ing the acce.s to SWIT'. Operational
Support SY8teu (·09S·) that will be provided to reque8ting CIoJIC.. M8. HUI
agreed that SWBT bas an obligation to provide non..discriminatoxy acceS8 to the
func:tions that are provided over its· operational support IIY8teIIUJ .0 aJ)y
requesting the CLBC. Por t'eaidential service, SWBT utilizes a .YlltSlil known as
'Conswner BASB to proviliOl1 service through its operational support systems. To
prevision resold service., a requesting CLBe vill be provided with access to SWBT
Consumer EASB systeM. Providing c:r..eC' B with access to swaT's EASS system permit.
the ale to obtain a:nd input infoxmatioll to provision service orders in tAe SP'8

manner tl1at SWBT obtains information and inputs information to provision a
service order through SWBT' Il ass system. A representative within southltestem
Bell Who is trained and experienced using the consumer EASE product can achieve
a 99\ flow through. SWBT achieves .99\ flow through or n fall out for the orders
it processes through C0n5\1J1ler EMS. Pall out refers to orders ~t do DOt flow
througb and which require some manual work on the part of the senrice order
representative in order to provision the service. Where a 8srvice order flews
through, there vas no manual work required in the order process.

with respect to ordering unbundled network elements, Ma. Ham acknOWledged
that Southwestern Bell ~8t provide a requesting CLEC with non-discriminatory
access to SWOT'. OSS eY$tem in order to permit the requesting CLBC to pre·o~der.

order, pre:wiaion, bill and IMintain mms in the: swne lIIa1Uler whidl SWBT provisions
such-orders for itself. MS. Ham agreed that it is Much more efficient for
Southwestern Bell and the requesting CLEC to process orders electronically a8

opposed to manually. Southwestern Bell is working tovards providing mechanised
flow through for the pre-ordering. ordering, provi.ioping, billin~ &114
maintaining of UNEs.

SKBT offers acceBa to the ass systems for ONE orders u»ing eithe~ EDI or
LEX. A requesting CLBC oan order a loop with port combinatiao through eitber
LEX or EDt. An AT"T service order representative "ho bas access to sweT'S EASE
system can activate features ot the switch electronically- In that situation.
the oroer for feature activation will flow through electronically and activate
the feature at the .witch with no manual work required of Southwestern Bell to
provision that order.
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In his rebuttal testimony in ~UD 97-213 and 97-442, SWIT vi~•• Randall
Vest telltified that he ill employed by sse Technology llesouJ:'ce., Inc., the

. research ancl developlleDt subeidiary of sse. He is 8upervieor of .. grO\lp of
computing experts who provide expertise to all of sse opeJ:'~tion.. The purpose
of Ids rebutt~ testiJlloDy was to describe the role tulcl status of the OpeJ:'aticmal
SUPPO"E"t Sylltema (OSS] of SWBT. He specificAlly re8pODded to the testimony of
ATilt'. Mr. Segura concerning OSS.

Hr. Segura delleribe4 • provisioning pJ:'OCes8 flow as he ••8UIIle8 it to exist
within the Regional sell Operating ecmpanies. He erroneously applied these
.15~tiODB to SWBT, aDd fu&'~J." .uggeated cbanclea to improve efficiencies. Hi.
imagined pJ:'ooess flow, e:t1IIIbinccl witb hie Bugge.ted -impraveaMmts, - arc i.nt;~..l
to his coat analyai&.

Mr. Segura's testimony about SWBT'S processes ii'll balled on false
aBsumptiODIii. Afte~ 4ive8tit~, each ot the regional opex-ating COIIlPUiea
proceeded with many diffeZ'eDt initiative. to provide t:heir operaticaal. proeesee•.
Even though theJ:'e ilJ:'e IICl1De CClIIlIIIOn legacy systems involved, the systftUI .in each
company are quite different. Mr. Segura's assumptions that SWBT follows hi.
presuaed RBOC ~.l are 8i~ply wrong.

Mr. Vest described the provieioning process as it ex1sc. lit SWST. Be also
explained why orders ca.nnot al1llays be totally automated. even witb the
development ·of new automated systems. Errors or -fallout- can occur between
systems at each of the many steps involved in a provisioning process. When this
occur., manual processing 1. required.

TWo of the maip contributing factor. to errors in this eDvironment are
challges and ccmplexity of service. When a c;:uiltomcr c;:al1s to chan9& & due date,
to change a feature, to revise billing information or foJ:' any nuaber of otheJ:'
reasons, the service order must be updated and reprocessed. This cre_tea more
opportunities for error with the odginal request. Furthermore, the more complex
the assignment and the ~re services on the order, the more opportun!tie. for
errors exist. When errors occur, the order cannot be hAndled on a fully
automated basis, contrary to assumptions at the foundation of AT&T'. position.

~ Summary ot cro••-BxAmination of Randall Vest

Mr. Ve.t testified about three advanced OSS syscerns that; ATilt did DOt -.odel
in its non·recurring cost studies I SWITCH. FIRST and Mec~i~ed Circuit
provisioning. swrrCH replaced and improved upon COSMOs. FIRST corrects
significant service oJ:'der fallout without manual intervention. Mechanized
Circuit pro"isioning eliminates llIlU1ual aSllignment for seNic:ee in TUtU.
A~cordingly. AT'T'. non-recurring model is conservative in light of these
advanced OSS systems used by SWBT.

1. Paul L. Cooper

In his Clirec:t: testimony in i'tJI) 9?-2H. SWBT wi.tne•• paul L. Cooper
testifi.d that he is Division Manager of Separations and Settlement. for SWBT.
In his testiMOny, Mr. cooper testified concerning SWBT's actual or booked costs
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for the proviilion of teleCClD1l1\Lllications sez:vil:e in OJc:lahoma. These costs should
be used aa a comparisOP ~ool in order to evaluate the reasonablene.s ot sweT'.
forward-looking. incremental cost studies used in this proceediDg to deter-iDe
OHE price•.

The Commission should odOpt SWBT'. proposed unblmdle4 ne~work eleMDt
prices in thi. ProcE:ediog which will, in t.he aggregate, -wron-te the i'.co~zy

of SWBT' 8 actual book COgts. ThlI COIMliss1on '4llIy and :lIhoulc! conaider
(particularly after the recent Eighth Cirouit o.s. court of Ap~al. decisioDs)
the booked costs in the overall development of prices for interconnection to
ensure that inC'UllbeDt LBe customers clo not subsidize the JDarket entry of
competitive carriers.

swaT provides tbe facilities necessary to deploy local exchanga servi.ce to
any customer who r~ests it within swaT'. service territory ADd within time and
service 15tan4ards specified by the COIlIIIi"lillion. !!'hi. 1s ofteD callBd the -Carriu
of Last Resort- obligation. 'l'h8 Telecommunications Act of 1996, .. vell as the
PCC'I5 UiterCCJmectiOA order, require SWBT to make its exieting network available
to "new cOlrlpetitive l:elecOllll1NDications providen. It b thi. UIIi"ersally
available network that will be unbundled and provided to local service prDVidcrs
(LSPs) •

SUBT has devoted wbstantial resources in reaching and NintA:iJli.ng its goal
of unive~.ally available facilities ~d service. In Oklahoma, SWBT already ~s

invested ovar $968 million in net plant to support a ubiquito~, local exchange
network and to support the necessary infrastructure for providing facHitie. and.
service to Oklahoma customer•.

The SWBT costs Mr. Cooper presented do not represent the forward-Looking
inc:relftental cOlilt and pricing approach described ~ the PCC in itl! IDtereonnectiOP
order. Instead, the costs presented reflect: SWBT' 8 ))ookecl operating coste, which
are fundamental in providing universally available service at affordable rate.
in OklahOJaa.

The aetual book costs as set fortb 00 the supplemental riling of Exhibit
2 of Mr. Cooper'. testimony are $26.92 per _onth for loop, $.006694 per _inute
for local $Witching and $.004970 per minute for local trans.port. By .etting
prices for network fUQctione which recover these actual costs. the Commi&sion
williallow SWBT to recover the costs actually devoted to providiD~ service and
to maintain a portion of ~he revenues required. to aaain.tain a universally
avaHaDIe network. The actual Cook costs of faeilitieB providing service .hould
be used in the Commission'S evalu.tion of ONE pricing in this proceeding to
ensure ~hat those prices do, in tbe aggregate, recover SWBT's actual costs.

In his rebuttal testtmony in. POD 97-213 and 97-442. Mr. COOper rebUtted the
t ••tilllOny of RObert !'lappan concerning universal service iesues. Mr. cooper
agreed with Mr. "lappan's observation that affordatlle SWBT prices for bailie local
exchange service in Oklahoma have been supported by revenues genar.ted by other
SWflT servioes s:ueh as intrastate accelS8 and vertical Jarvie,.. However, Mr I

Cooper pointed out that, contrary to Mr. 'lappan'S opinion, sWBT UNE rate$ do not
have any hi~den universal ~ervice support built into tbem. SWB~'s rates s:imply
recover the forward-looking cost of the UNEs witl10ut providing lIddition..l revenUE!
to support basic universal service. AT&T's proposed rates tor SWBT are below
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cost and consequel1tly would require a 8Ubaidy from other SWBT services to I\Ipport:
the rate to be ch.~ged to AT.T. To provide this eubddy to AT.T, SWElT local
exchange rat.. in Oklahc:aa would have to be rabed by U2 average of approximately
$10 per line per .oath. The total annual subsidy flowipg froa SWBT's customers
to A'1'fJT would be approxiJllately $130 lIIillion.

8. Jaw B. box

Xn her direct testimony in POD '7-213 and 9"7-""2, SW8'1' witDa8. JaDe •• Kaas
te8tified that she i. D1rector-Accou:ntiq for SWBT. She adopted tbe direct
t.estimony previously filed in POD 97-213 by John P. Lube. who was Directol: of
Capital Recovery for SWBT through .August, 1997. Mr. Lube was subsequently
tran&ferred to anoth.r position ou~.i4e of RWQT ADd vag ~o longer available to
testify. In POD 97-442, she ildopted the complete testillODY of Katthew neaouen,
J-r.

III her t.estimony i~ both caees, MS. JCI10x explained ¥by SWBT' .. economic
depreciation parameter. should be used to set prices for intercaanection and
\D1buadled networlt eluwmts. Me. Jtnox acldressed the depreciation parameters aDd
generic formulas used to calculate depreciation rates and expense., explained the
impact of depreciation expenses on prices ,explained depreciation expenses •• •
legitimate recoverable cost, and explaiued the relevance of .urvivor curves to
depreciation costa.

Ms. Knox also adopted testimony that d@l!lcribed SWBT's US8 of econOlllic
depreciation parame~er.. in its forward looking, long-run incremental COllt llltudies
(the "cost studies"). She identified and defined the eCODClIIic paraaMtters,
explained their development, differentiated economio t~ prescribed as.et lives,
and compared thetI agailU!lt competitors' asset lives. Ms. Knox explaiJled why
SWBT's propoBed depreciation' lives and net Balvage "alue. are reaaonable,
consi!ltent witb ite financial reporting as required by the SIC ;md under caAP.
and are consistent with the economic depreciation used by swwr'. c~titor&.

DEPRECIATION PARAImTBRS

Depreciation parameters are the asset lives and ne~ salvage pe~cent.ge8

used to calculate depreciation rates. In making this calculation, sWBT used
total asset lives. along \ltith net salvage percentage.. A total asset life 1& all

avetlge total life of the partieular asset in question. Neverthel._s, experience
teaches that individual it~m8 of a particular type of asset do not live (i.e.,
survivel tor exactly the sue iMlount of t.ime iDtO the future. To account for
this experience, SWBT applied survivor curves in the process of developing co.~

study factors for depreciation. survivor curvet are long-recognized .md. indU8try
standard. They ident.ify the amount of a particular type of plant that is
expected to be surviving at any particular a.ge. Applying these curvell to the
caloulation Or cost study factorlil assures that. all plant will be fully
depreciated over its useful life. even though separate items of the .am. type of
plant may survive to varying ages. A depreciation rate for a particular asset
generally is calculated according to th~ following generic formula:

lOOt • Nee salvage t

}l.I:set Lite
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.'-' Depreciation exp~e is one of the costs that must be directly recovered
When setting prices. It .1so ball .. loweriug effect on pr~c... Because Det
investment is total investment 1... aceumulated depreciation. it follows that
depreciation lowers net inwBt:l'llImt. thereby lowe:dng both the return dollar. and
the associated incOMe taxes on those return dollars, Tberefore, the lowering of
the coats related to return on investllleDt. and the iDcome tax•• CG that return,
are additional cOJPPonente having a lowedng effect on the toUl cost to be
recovered in price.. Depreciation expense is calculated usiaw the following
formula:

Depreciation &1CpeJuJe .a lJl!'!preciation Rate oX .Plant .rnveatllt4Dt

-.../ BCOJJOKIC Ln'BS

'!'he ecoDQlllic lih of aD asset i8 the amount Of ti.me over whieh the ••set
bas eeonanlc value or ~fulne1l8. The.e are the live. tbat ehould be usee! to set
SNBT's interconnection aDd ONE prices. To calCUlate the ecOAOaic liv.. ..u_d in
SWBT's cost atUd.ie., several factor. are conslderedl tbe trend of put equipmeut
turnover data, insight. of its network experts, ~ iaduat~ forecasts of future
turnover rates. These lives are considered total lives. Ecana.ic depreciation
expense calculated in fOr1olud looking, long run incremental cost studies JllUSt be
based on the total life of plant (i.e., plant is presumed to be new. with its
full life left to be lived).

._.~

The depreciation expense calculated for financial reporting is a1.0
economic depreciation. However, it ill based on SWBT's fUflbecfded plant, which bas
already lived pert of its life ·(i.e .• it is already partly depreciated). In that
case, SWBT dep~eciates the not-yet-depreciated aJIIOW1t of ita Ulba<Jded plant over
the remaining economic life of that plant for f1lUU1cial reporting-.

PRESCRIBED LJV2S

Asset lives prescribed for SwaT by regulato~s should not be used to set
SWDT'II interconnection and UNE prices. Prescribed lives are not econOllic. They
are unrealistically long. They extend past the economic life of the asset'.
techm::llogy in a competitive enviroMlent. The use of these lives in SWBT" s co.t
studies would cause both initial depreciation costs and initial ~tereonn.ction

and ONE prices to be too low. Even if the prescribed lives begu to drop rapidly
in the future. future cost studies would include significantly higbRr
dep~ciation costs and would yield artificially higher pricee, in order to catch
up the previou8 under8~atement of depreciation costs.

Prescribed live. are based heavily on retirement of as••ta. An asset is
retired when it is physically removed, abandoned, sold, destroyed, or otberwi8e
withdr~nm from ••rvice. However, retirements generally are a very poor indicator
of the deCline in econOtllic value of assets because retirelDCnte tend to be
concentrated in a relatively short period af time toward the end of the
technology's life span. Retirements are not able to track the gradual los~ in
value for the major network technologies.
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Regul.tor5 have been mo~ivated to prescribe depreciation live. for aa.eta
that are too long because doing so has kept SWBT'& regulated price. lower than
they otherwise would have been. Thi. practice has promoted UDiversal aervice .
In a eOlllPeti~ive market, the recovery of, SWBT's assets may DOt he possible if it
1s delayed by t.he u•• of unrealistically long depreciation liv••. This Dew
marketplace is unlikely to sustain prices that cover not only the legitimate
depreciation east of current tec:1u101ogy, but also the significiU1t 'Con of
cat.ching-up the ~t under-depreciatian for dying (or dead) techPologiea.

Th- IIOgt appropriate benchmark for SWBT's praposec1 econaaic depreciation
U.vee i_ its .!fici..nt cQIIlPetitors in the local uchaDge IllArket. nch ae AT&&T.
Because GAAl' requires it to do so, AT&T uses economic live. for tbtil: exteraal
financial reporting of the depreciation of its .BS.U. AT"T's external

.-.~..' depreciatioa li'ft8 are cOl18istent with thoee pnscribed for it by the I'CC in its
laat depreciation rate reprellilC:riptiOl1. A"rioT petitioned the 7CC to te Able t.o use
financial depreciatiOD for ~egulated purpose.; and the Pcc ~lowed AT~~ broad
latitude to request tho.. finanoial lives in. it. lcun: represcriptiOll. The
economic 11"e8 propos~d by SWBT in th.b proceeding are cQJU&istent with tJ\olle
authoriZed by the PCC for AT.T's elsaets. since AT&&T will compete wich SOT in
the local exchange lllarke~, it is logical and appropriate Ulat SWBT'IS econOfl\ic
lives would not significantly differ from those ot AT&T.

Furthermore, the ranges of aS5l!it lives used by the cable televbion (CATV)
industry, and adopted by the FCC for that industry, generally are consutent with
SWBT'S proposed economic lives for siMilar assets •

........ NBT SALVACB POll l-OllWAJU) LOOI:INQ IJt\1ESTKENT

Net plvage is the gross iiAlvage less the cost to remove or abimdoll tbe
asset. On the average, cost of removal e~ceeds gross salvage, resulting in
negative net salvage (i.e., Which is a cost). Therefore, net .alvaga ia an
inevit;al;Ile and legitinate additional cost ot cloillg b\1ai.ne:ul. The Ccrnmi••ion and
the FCC both have specified the inclusion of net salyag. in the depreciat.ion of
SWBT'8 network. Therefore, net salvage should be included in SWBT'. price. for
interconnection and ONEs since it ie a legitimate part of the forward looking
lon~ run cost attributable to the plant identified iD SHBT's cost studies.

In ber rebuttal testimony in PUC 97-213 and 9?-442, Ms. Knox testified to
di.cuss &nd rebut iSBU•• r.ised in the testimony of AT~T'8 witnes., Richa~d Lee,
and. in the testilllOny of Liberty ",itnes5, Robert··C. Stright.

NO one disagreed chat economic lives are the proper lives to use for
purposes of Section 252 of the Telecommunication. Act. The issue really vas
Whether the pce prescribed lives are true economic: lives. Mr. Lee erroneously
contended that they are economic lives And that they should be used h.~e. Mr.
Scriqht used different lives for aome accounts, agreeing with SWBT in that
respect, but reverts to FCC prescribed live$ for others.

The FCC prescribed lives used by Mr. Lee and Mr. Stright are not economic
lives. The FCC has never issued any order which determined that it.s prescribed
lives are economic lives. On the contrary, the FCC prescribed projection lives

·]1-



11/20/00 09:51
NO. 003 [;133

.-... ...

'<0-. _,,'

'~

will not yield eeon.cmi.e dt!lpreeiuiol1 or forward looking c.pitaJ. recovery beCAuse

the FCC'S range or projection livea arose frOl'll a traditional regulatory
atJllOsphere wbich focused on protecting the n,tepayer and which did DOt fiDeI
economic depreciatioD appropriate.

Begicming in un. t.he Fa!: set the ranges tor the prescriba4 lives that Mr.
Lee and Mr. Stright present he:re. At that time. the Fee recognized' that an
anticipatec! incr..lJ. in <XlGIPetitiOl1 and rapid change. in technology ~ services
would lead to • re-evaluation of its depreciation prOcess and rang... That
review has never occurred. Meanwbile. Beveral changes !lave bappmecl that. render
the FCC's presc:ribed rate-of-retum lives inapplicable to the present
competitive market. Thoae change. include. (1) the enactmeDt of tlIe
TeleC:OIlnUDiCllticm. Act of 1996, (2) the PCC' II IDtercOImeetiOll Order in l)Qcket: Ro.
96-" regarding the implementation of local competition and the elltablil!lblleJlt of
forward looking COStlll; (3) the FCC'. elilllination ot the prioe cap Paring option
for price cap LEes. which POW eluunates the puxpo8e for the cmrpaniOD ra~e·ot

ret\lm 8tyle determiuatiOll of depreciation cost; and (4) the cSevelo~t of
ca'IlP8titive pre8wres in LEe apecial access services (dedicated tranaport betWeeD
cuetoMr preaiaes). All of these changes have dguif:icctly altered the
cirCUll18taDc.8 under whioh the FCC established projection Hvee begiJlning j,.n 1993.
Thos~ lives cannot now De considered as forward-looking in the presen~

environment, as even the FCC haa recognized.

The use of the FCC prescribed projection lives would violate section 252
of the 1996 TelecotnmUnicationa Act. That section requirea that interconnection
and network element cbarg'es -shall be based cn the cost (detenained without
reference to a rate of return or other rate based proceeding) of providing the
interconnection or network element.· The FCC I S prescribed 1iv.. are established
with reference to rate-of -return type proceedings a,pd will not yield depreciation
COllts a8 required by Section 252.

The increase in depreciation reserve levels for LEes are Dot evidence of
forward. looking depreciation practices implemented by the Pee as Mr. Lee
suggested. To the contrary. the changes were due to amortization of ~h. huge
reserves ~hat existed because Of the FCC' B past practice. ~hat eau.sed the
underdepreciatiOP of •••ets.

Ms. lCnox alsO rebutted the suggeliltion by Mr. Lee that the use of
depr.ciation lives con8ietent with those USed. in external financial reportiDg is
unreliable for purposes of this cost docket. Depreciation ipeluded in such
reporting is governed by Generally Accepted Accounting Principles C-GAAP" ~. The
primary purpose ot GAAP is to ensure that a company does not present a misleading
picture of its financial. condition. Furthermore. the FCC has not disapproved the
use of $Uch depreciation, contrary to Mr. Lee'S tes~imony.

Mr. Lee also offered the erroneous view that -economic depreciation is a
periodic reduction in the book value of an asset that makes the book value equal
to its economic or market value. II Depredation rates are not establisheci to
reflect a nee book value equal to market value. Should an asset increase or
decline in market value, its basis (the original cost recorded) does not change.
The original cost is still used to apply the depreciation rate. Tbis i5 required
by the FCC rules as well as by CAAP. The depreciation process is simply not an
effort to determine the value of assets.
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In ~he sarae connect-ion, Mr. Lee' 8 comparison of replill:'PI8a.t C05~ to booJt
values was invalid. The depreciation process i. not an evaluation proc:ells. The
depreciated or net book value i. not intended ~o reflect replacement value.

Mr. Lee". oOlllpuisQI1 of the book value ;wd the market value of DC'. stock
was illogical. SUch a comparison does not .bed any light on tbe proper
depreeiation of assets.

'.._.-
Ms. Knox also took bsue with Mr. stright'. poaition that SWB1' has provided

no information ooncerning technological uncertainty. She pointed to specific
information provided in this regard. and concl\ld.ec:l that these caapeticivc
influences reinforce technology drivers and maguify the obsolescence of old
tec~ology. ~. will have a shortening effect on asset live•.

Ms. Knox .lso took blUe with Hr. Stdght'. recQIIllIIendatiOD ~t survivor
curve. IIhould have .. rect~lar sbilpe. By using a :rectangular I!I1uIped curve, Mr.
Strigbt assumed t.hat iLll plant ie useful for exactly the' a._ number of years.
This vas .~ly not true, even in a foxward locking network. It i. inappropdate
t.o ignore the reality that all plant is not useful for the SPIe nUlllber of years.
The survivor curves u.,ed by SNB'1' take this into account. SWBT survivor_curves
are more accurate because they acknowledge whae haG been the COIIlp&I1y' S actual
experience: DOt all pliIQt is useful for the EI~ nUl'llber ot years. Mr. Strigbt's
prepared curves are inaccurate becau~e they ignore this tact.

SWlIDIary of cro•• ·Exaaiution of Jan. B. box

Ms. lenox testified about depreciatiOA. The tee pre.cribea ·projectiOP
lives- for certain •••ets in the telephone ind.ustry, and Oklahoma bas adopt.ed
these depreciation lives in other proceedings. A ·projection life- is the life
of an aSliet if it 11.8 purchased today·. por example, the projectiQ1 life SWBT
uses for diiital switche. 18 9.7 years, meaning that if SWBT bought the switch
new today, it vould have to be replaced in '.7 years.

An -average remaining 11fe- is the undepreciated life of an .-set that is
currently in place. In June of 1997, after the Pederal Telecommunication. ACt.
of 1996, SO'!' fHed a docUI1\ent with the FCC aski~g that the FCC approve an
average remaining life of its digital switch•• at 9.0 year•.

- SWBT' s internill Infrastr\lcture Deployment Guidelines, which .erve •• a
r~ference guide to swaT', manilgemant, show that SWBT'S own foreco.ted end of

...._/ service life for yet to be purchased digital switch•• 1& 10 to 20 yean.

SWBT had the opportunity in December of 1997 to petition the FCC for
shorter depreciation live., but chose not to do so.

SWST says their dep~eciation lives are -economic lives- aDd are con.istent
with GAAP. The FCC has rejec:Ud the use of GAAP in dete1:1llining depreciadcn
lives for telephone comp~n1es because GAA~ is investor-focused and guided by
con••rvatism.

MS. Knox agreed that projection lives that take into account retirement
patterns, company plans, current technological developmenta, and int1ustry trends
are forward looking. The FCC stated in 1987 and in 1995 that it takes these
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factors into account when deee~1ning projcceign lives for telephone e~ani@•.

Ms. Knox took the position that AT&T violated the F'l'A J)y proposing to US8
tn. FCC preacribed depreciation lives. the PCC stated in tba First Report &nd
Order, llOclcet 96-98, that the FCC depreciation lives are a reaaona1Jle starting
point for TELRIC calcubtiona And that the LEC. bear the burden oS: proving with
specificity that different depreciation rates should apply.

9. Da1. •• LehmaD

In hiB direct testimony in POD 97-213. SWBT witne.. Dale •• Leblun
testified that be vaa senior Economist for SWBT and 18 currmntly Aa80ciate
Professor ot BOOftQll.1cs .L Port :Lewi. co~leg. in Durllngo, eolozoado. XJl hi.
teati.mcny, Dr. Lehman demonstrated that according to this cca.ia.iOll' 8 rule., as
well as section 252 (d) (1) of the Telecommunications Act of 1996. pricee for
intercol1Dectioa and unbundled network'dements must be (1) baaed on coat, (2)
determilw4 without reference to rate-based. proceedings, (3) non-cSilicriminatory,
and (4) just and reagonable. In addition, the price. may include a reaaonabl.
profit. He a180 discullsed several general p~incipleG that should be applied in
this proceeding to comply witll these standarda. He demonstrated hoW'" SWBT' B

prQPosed ratea ~et theBe standards.

SwaT' a propo8ed rates begin with and are based OD a det.J:IlIinat.ion of
forward-looking incremental costs. These are costs that the SWBT actually
expects to incur on a going forward basis, using forward-looking technology.
Past under-reco'Vl!red investment is not included. SWBT COllt studiell keep
speculation to a minimum and rely instead on act.ual verifiable dau to the
maximum extent polIl!lible. Because t.hese cost. represent the coat that the
inCumbent actually expects to incur, prices J)ased on the..a costs provide the
right signals to potential c~etitor8 regarding whether, and in wh~t. form. to
consider enterlpg the market.

The &rlaly8b did tlOt end here. At least two .djU8~t8 are neceaaary if
fo~ard looJcing incremental costs are to be converted. into prices. First, SWBT'.
forward looking joint and common cost. need to be recovered. Tbese ~e cost.s
that cannot be attributed to any single element or service. cem.oo COgts are
unaffecce<l by the mix of service. tha.t the company provides. AD example of •
c~n co.t i8 the cost of a railroad that is common to all the types of boxcar
fre~t that it carries.

Joint and common costs cannot be attributable to specific elements or
services. In a competitive market, firms do not gener~ly ~lloc:ate their cammon
costs, but recover them where they can, primarily from those customers most
willing to pay them. For this reason, and in order to remain cOIIIPet1tive, SWBT
believell that although the Commis.ion shOUld verify the level of cammon C08ts,
SWBT should have the discretion to l"ecover these costs as market conditions
permit. For example, if the COllllftlssion should allocate coanon. costs to an
ele~ent that turns out to he least necessary for competitors. tbey will choose
not to purchase it and the costs will not be recovered. SWR1 shOUld have tne
flexibility to recover these costs as market conditions permit.

In this proceeding, swaT proposed a uniform allocation of common costs to
individual unbundled netW'ork elements ("QNESH). At this time, there i8 little
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intormaticm about: 1;he INIrket c1eIu.nd ;and supply conditione for DIms. Aceordingly.
it is impossible to come up with an allocatioD formula that: will ~.ic actual
market condit1ona. The uniform allocator ie therefore proposed bere. Xn the
future, as data on market demADd ADd price elasticiei•• for various ORB. are
colleceed, the unifoJi:1ll allocator will probably not be the preferred way to
recover common COlt••

'!"he second adjustment that should be made to the forward-looking
incremental coste to arrive at prices involves embedded coats. Embedded cost
are average costs based on the book value of in-vestmente and actual expenses
allocilted to the pcarticular elUl.nt or service being provic1ed. Tlw»e are the
841fte as -actual coats.-

When fenard looking incremental coats are lower than embedded cesU. then
pricing at forward. looking iuc~tal cost, eYeD iJ1clUdin'iJ jo1At and CQI\IDQD

costa, will not provide • rea80nable opportunit.y to recover tbo.~ embedded QOfIts.
Failure to rec:cwer prudently incurred embedcled costs "ill profOUDdly baDdic:ap the
company's ability to raise capital and cOGtinu. to invest in network
infrastructure. NO such adjustment is containe4 in SWBT's proposed utm prices.

Pinally, .s provided in the Act and the Commission rules, the Commission
ohould include a -reasOnable profit' in the ~ateB to be set: here. Tbi_ profit
$hould be commensurate with the unprecedented risk Associated with the provisions
of ONEs. The risks are part.icularly high in the case of short-term wbolesale
contracts for unbundled elements in a c:ompetitive market. Once SlmT looes
customers to competitors providing service over their own facilities, SWBT could
not redeploy a substantial portion Of the vacated facilities and they would
become »tranded. The cost would then become a burden for rema1n.ing custQlllers of
SWBT or shareholder.. The CO$t methodology should recognize the increased risk
associated with such conditions through shorter depreciation lives and a higher
cost of capital.

In his rebuttal testimony in fCD 91-213 and '7-442, Dr. Lehman .bowed that
ATf..T' 8 definition of aforvard looking- and the "long run" are at odds with both
economic theory and sound regulatory policy- AT&T believe. that forward looJclng,
lang run costs require t.he Commission to estimate what SWBT'. coat might be as
opposed to what they are. If this approaell were adopted, the development of
faciliti••·based competition in Oklah~ will be thwarted and SWST's Ability to
earn-. reasonable profit will be jeopardi2ed .

.'0 The Meaning of Forward LOoking, Long RWl Incremeneal Coat

The "long run- in economic theory a.sumes that all inputs are variable.
'rhus, inputs that cannot be varied 1n the sbot"t run can be varied in the long
run, and will be varied if lower cost will result. AT&T misapplies ehi. concept
and builds into itll definition of long run the eJepectation that existinq
processes must be replaced. The errOl" of AT&T'S position i. that it fails to
take into consideration the cost ot replacement and fails to dem.onstrClte that the

~" new process w111 be ~ore efficient than the one replaced.

AT&T's errOneOu8 characterization of the -long run- changes its meaning
from "all inputs can be varied." to "all inputs muse be varied- and then to "all
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inpyts mQ8t be varied without including the transition COlt.- Thi8 repre~ents

an unaehievabl. cost standard.

Short run fixed input8 are to he varied if ancl only if they will result in
lowltr COliJts, including the coste of varying the inputlll. ..... result, ...
theoret:lcally IIOre efficient process or piece of equipment will ))It a40pted only
if the present value of ~ cost, including the inve.tJNnt coat, h lower than
continuing to WI. aD exietiIl9 p~e.lil. ATrcT overlook. these fundamental
principles. ~ an environment of continual technological progresd, it i. ~t
efficient to COA*tantly replace existing tecbnology as .oon aa a more efficient
model becomes available.

For ~l•• if yOU buy a per~on&l computer today, it make. no _ens. to
replace it tomorrow, u soan as a lIIOre modem and le.& expensive alternat:i.ve is
available. If you were forced to price PC .exvic.& on the bas1a of the latest
technolog1.c:al advuwe at all point. U1 tiA'le, then you lIQUld nevu invelilt in any
apecific technology, 8iDce it would 800n be OYerprice4. SUpposed you purchased
a $2,000 ,PC and a new chip later becomes available one month from today that
reduces t.he PC coat to $1.500. Xt would make DO sense to replace the _chine you
juat bought unless the operational cost savings exceed the $1,500 purchase price
of the new .achiDe. Most likely, it will be &ufficient to continue to use the
$2,000 machine until a later date when the benefit. of the new mac:hi.ne offset the
purchase cost.

Onder AT&T's theories I the husiness in the example should p~ice PC seIVices
based on coats of $1.500, even tbough Actual costs of the equipment were $~,OOO.

Thia would be done without demonstr&lting that a move to tbe new cOlllputer would
result in greater efficiency and without considering the cost of replacing the
machine.

Baaing costs on a hypothetical, perfectly efficient network will DOt make
that netvork happen. In fact, it will iAlpair SWBT'. ability to 1Jrftst 1A it and
unclerDline ~e incentive fol:' AT&T an4 other CLECs to invest in i.t. The best II1eIlmS

to an advanced infrastructure is to let the market build it. "!'his ie
accomplished by price. that represent what it does cost to provide service, not
what it might cost to provide service.

ACltual costa should be considered in connection with the eatimate.
presented in this C.\lse. AT.T'. esti..ates differ from StlBT's by sOIIlething an the
order of 100'. If .ctu&l or historical costs are ignored. tben these appear to
be equally plausible cost estimates. However, they are, not. AT&T's cost
asswoptions illlP1y a radical departure from actual experience. AT.or should bear
the ~den ot showing that these COSt5 are in fact aChievable, a burd~ AT~T has
not met. The Commission should reject AT&T'S practice of engaging in a eoat
e8timation exercise Which is incapable of validation. SWBT'. cost .~\ldies offer
the co~parison with imbedded cost as a validation check.

Fill F~c:tors

I~ its cost stu~i.s. SWBT used ies actual utilization rates for various
facilities. Opposing ~itne5ses for AT&T et &1. object to tbese rates. and argued
that higher utilization races or -fill factors" ahould be I,Lsed in t.he cost
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stucUes. They ••l!Ierted that SWDT includes too much spare capacity for aJ1
-efficient- network .

ATItT' • position 18 based. on Ilpe<:ulation of wh~t effieiel1t network
deployment i.e i thill spe<:ulation h not supported by any evidance. A dyxaaaic
network must account for custo.er migration, the need to place facilitie. in
advanaa of demud, the requirement to be ready ancl wl111ll9" to .~ (the '-carrier
of last resort- obl1gatiOZlI, and the relative iJIllDobility of network inveat_llt-s
which leads to -strandillg- of some facilities in some locations. The.. are
realities of SWBT". network, not inefficiencies.

The ·spare Clapacit~ of S61" 8 network is iIl1alOgoua to tU inventory of a
reui1. atore. 8Ach pi.G. of :Lnventozy i. evenr.ually depleted, but. the overall
level of invento~ tencU to be relatively COl1staAt. By _iDta,UUng that
inventory, the store :I.s !Wt being iuefficient. InveDto~ coat:8 are part of the
proper l=g Z1m OOIl"~8 of a retail 8tOZ"e, just alii 5MBT's actual fill i. a
determinant of swaT'. long run network costs.

A.TroT ee al. viewed. a sing-Ie deployment with DO customer a.1gration, ilia
demand "grows- into the installed capacity. '1'his i8 a static illueicm, analogou8
to assuming that the retail .tore _ill experience a gradual elimination of its
inventory. Aotual network utilization rates significantly below o.,pacity are in
fact part. of the ongoing efficient COBt of a dynamic network, just as the
maintenance of inventory by a retail store reflects efficiency, not inefficiency.

Depreciation and. capital Costa

Dr. Lehman took issue with the testimony of M:r. Lee an<l Dr. Collin.8 to use
prescribed lives as economic lives for ca.lclllating depreciation. In.
competitive environment, depreciation rates must reflect the actual 1088 gf
economic value that is associated with today'S Wvestaent.s. with coutinual
technolog'ical progre.s, depreciation must mirror the fact that iJrv88t1aeDta today
must be competicive with alternatives that a.re becaaing cheaper over time. This
calls for significantly shorter depreciation lives than the pr••crlbed lives
promoted by the CLECs.

1Ul importiUlt feature of WE tranBacdons iB that there is DO long-term
purc:hcuiJe ce:amnir:ment by the CLECs. on the other haDd, provision of ONEs requires
long-ter1ll investlllent by SWElT in relatively sunk h.eiliti8s. Tn.••e are ve:y dsky
conditions, with no regulatory backstop to offset sucn. riekliJ. Competitive
markets generally require long-term purchase arrangements under these eonditions.
or require an up-front premium as compensation for this ~i.k. Tbe CLECs offer
no long-terril (or even short term) purchase cOfIIIlI\it",ent and rather thaJl paying a
premium. ask for pricing that is below cost. If the CLEC positions are accepted.
and ONE prices are established at half of actual SOT C08~. al; a result of
depreciation lives that are far too long, then facilities-ba.ed entry will be
slow indeed.

SwitCh Discounts

The vendor switch discounts proposed by ATItT as adjusements to switch costs
are erroneous because they are based solely on replacement cost for the switCh,
not a combination of replacement and growth jobs as used by SWBT_ In d~ic
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t;.erms, a neCwg~k ,,!11 have a combinaeion of ne'" swi~eh plaeAllleJlts and growth j0b8
to existing switches. AT~T, in using replacement costs only, relies on the
artificial exercise of inatantly rebuilding the network to 08"" l;Urrent demand.
This i8 a static exercise that does not.replicate the cost that. dynamic network
must incur to provide ••rvice. AT&T also wantll to hold SOT'. invest.ments
constant while increa.ing tbe 'demand under its proposed cost. st.udies. Tbb 1.
at odd. with aetual dynami~ network c0n4itians.

Common costs

In this .ection of hi. rebuttal, Dr. Lehman detailed a number of .~r8
CCIIIILitted by ATr.T in arriving at an allocation of CQ'lmOD costs. '1'0 ~.i2. tbe
vL~Ors, Dr. LehmaD pOi.n~ecl O\l~ that A'l'.c.T'" proposed- CClllllftOl1 coata ue ~h1y half
of SWBT'. actual common cost*, suggesting that SwaT's forward-looking total
revenues should be equal to half of itt actual costs, under AT&T' 8 inappropriate

"_. __' methodology.

expense Factors

Dr. Lehwul recounted a n\JJll1:ler of errors made by AT.'l' an4 others concemiD9
various adjustJn8nt. to SWBT' 8 expense factors. The most 111lPortant error
l::ommitted by AT&T et Al. vas to misrepresent SWBT's expense factors as IGerely
re.tatements of SWBT' 8 booked expenses. Because SWBT used only the booked
expense to investment expense relatioD8hip. and then applied these r.l~tiODshipB

to forward-looking inve.tment8, SWOT'S proposed forward-looking expenses are
generally considerably below the actual booked expenses.

......../
Non-Reeurring costs

ATIo:T incorrectly asserted that certain labor costs involve4 in non
recurring activities duplicate those included under maintenance factors. AT&T
was incorrect. The non-recurring activities associated with UNE orders are new
activities; by definition they cannot duplicate ongoing maintenance .cti~itie•.
AT&T's a.serte4 doubl.-~ecovery of these cost. can only result if total non
recurring activit!•• remain constant in the future (and with compet~tive entryI
~ speculative assumption unsupported by any evidence.

AT&T also suggested that "start up COllts- 8hould be recoveree! in recurring
charg'es rather than non·~ec:urring charges. The flaw in this argument is obvlou
when one consider.. that CLECs have no long-term obligation to cootiZlue to
purchase ONEs. A succe.uful competitive business would uot allow it.elf to incur
significant non-recurring costs while ~%ying to recover them on a recurriDg basis
where no long-term purchase ~ommitment exists.

Recommendations to the Staff

D'I". Lebman took issue with a number of contentions 1)y witnes••11 for Liberty
ConSUl ting. Liberty made some of the same conceptual error. ~. ATr.T. For
example:

High fill factors are based on speculation that fill level. will
dramatically increase in the future. This was at odds with SWBT'.
actual experience.
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Lib.~t~ wienesses assumed a static ~econ8tructiODof the Detwo~k ~

ignore the real dynamic cost of that network.

Liberty recOllll\ended the renoval of all.ged -double recovery- of
support asset cosU. There is no evidence that 'Udl double recovery
eould occur; it ill speculation to asswae that the level of QOD

recurring activities will not increa&e !n a c~titive market.

• Liberty modeb for non-recurring coat. a.sWMd that all OSS will be
mechanized. Thi. ie more speculation that runs counter to aotual
experience. Furthermore. for SWBT to recov.r.r tte coate, all ct.EC_.
uaiBg OIlQ, :LDcludiDIJ all ........11 CLBCa. vould have to be fully
mechanized.

• Liberty'. building factor was based on the UIlSupportK. speculative
assumption that fewer bUildings will be required in the fuc:un.

• Liberty a.8I!1W1led that 8MB'l' would be able to cOllllllaDd vendor switch
dieeounts which are greAter than those presently experienced. This
was speculative and contrary to the conccxn that as local
competition increases. SwBT's purchasing power may decline.

• Liberty assumed that demand would grow whU. cOftlllOn costs would not.
The effect of this is to lower ONE prices si~e these prices are
equal to • cost divided by quantity of output. If dea&Dd. growth is
to be reflected, the ~dditional i~vesements required to service this
deman4 growtb must also be 1ncluded.

• ~iberty confu8ed the common cost allocator with comman costs per
Wlit of output. as did AT&T. There was no downWilrd trend in SWBT'S
common costs as a percent of total attributable cost.

• Liberty'& position on inflation incorrectly assumed that SWBT's cost
studies do not account for productivity growth and that its
levelized inflation factors are incorrect.

• Liberty adopted the FCC prescribed lives for u.. in depreciation,
even though e~tabli8hed in a regulatory eDvironm.nt which is not
comparable to the competitive environment in vMch UNBs will be
offered.. Liberty also failed to take into consideration that
shorter than average lives do not exactly offset lODg.~ thlln avltraWfl
lives on a present value basis.

• Liberty contended that non-tJNE. should be priced the 8ame a& tntBs.
Thill position is fundamentally at odds with the TelecCllNllUnicatiQD.8
Act of 19!J6.

summary of Cro.s-EX~Dationof Dale Lehman

Dr. t.ehman is a professor of Economics. He did not prepare any of the cost
studies submitted in this docket and cannot testify that the inputs that SwBT has
includctd in their cost studies have been filed in this docket satisfy the
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oklahomoa LXIC costing 8t~rd8. Similarly, Dr. Lehman could DOt: teet.:1ty CMt

the input. proposed by AT"T do not satisfy the Oklahoma LRIC coat.ing atandarcb.

Dr. Lehman did confirm that, in preparing a long run incre~tal cost
stUCSy, one should eJDploy forwaz;d looking technology. A proper IoRIC nudy sbould
use lea5t coet .ad mo.t efficient teehnology.

Dr. LehmaJ1 also testified that it. is generally accepted that as a
monopolist transition to a competitive market quite oft.:en that -anopolist. will
achieve efticiency gaina.

Dr. Lehman confir.med that if SWBT were going to replace a certain switch
with a more efficient switch. in performing a forvarc1 looK.1Pg ~oag run IItudy one
should capture the costs aS80ciated with the more effici.nt switch as opposed to

\, J the one that ill being replaced.

Dr. I.ehInIuJ acknowledged that it i8 generillly accepted withiD the ecouCllll.1ca
field that a properly conducted LRIC study .ets the price floor for that service
and the element. which comprise that service. COnversely. the price _of that
service represents a LRZe ceiling for that .ervice or combination of element.
comprising that aeme.: the LRIC IllU5t be below the ret~il rate level. Private
line APd Centrex service. are prices above the LRIC service price floo~. 'or
those services, the LRIC is below the tariff level for private line and for
Centrex services. For a private line, the LRIC is something less than the
tariUed rate.

Simil~r1y, the LRIC for a Centrex service 1s less than the tariffed rate
for Centrex services. The statewide average that SttB'l' is proposing is somewhere
between $24 and $28 for an 8db loop. Or. Lehman confi:nned that a priv~te line
is aD 8db loop that is used for a partiCUlar application. In providing a Centrex
service, SWBT is providing some loop facilities and some switch or tr&namissign
facilities from SWBT's central office to the customer's location.

v

In a priva.te line loop. the local channels u&~d to proYide a tranS1llinion
path to connect customer preaU.se st.ation equipnent. The tariffed rateil for
pr~vate line loops range from $10.50 to $11. Therefore, Dr. Lehman conceded
that a p~operly conducted LRIC for a private line loop is a~thiDg 188a than
$11. The tariffed rates for centrex services range but are generally les. than
$11 .28. Again. Dr. LebmiiUl conceded that a properly conducted LRIC of p~oviding
centrex &crvice is less than $11.28.

Dr. Lehman confirmed that, in proceeding PLEXAR service. SWBT prgvid•• the
customer with loop. switch and transmission facilities. Dr. Lebman confirmed
th.t the unrestricted PLEXAR rate ranging from $8.95 to $li.S! depending t.he
length of the contract. Dr. Lehman confirm$d that with r ••pect to a PLEXAR
service, a properly conducted LRIC for a loop, switch and tranaport is something
leS8 than $11.85.

~ 10. W. Craig Canwell

In his direct testimony in pt1I) 97-213, SOT witne•• W. Craig Conwell
testified tha.t he is an outside telecommunications consultant. Mr. Conwell

~; presented testimony to evaluate the methods and models used by SWBT in its cost
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st:udies pre.entec1 1n this c:ou.se for unbundled network elements. Mr. Convdl
prepared a vri~teP description of the SWBT studies attacbed to hi- te_ti~y .s
Exhibit B, ~d it discu••ed SwaT'. coating approach an4 the importaDt aspects of
the key cost studies - the local loop, end office switching, tran.,port and other
\inDundled network elements.

The cost .ethode and model; u.ed by SWBT provided r.aaOD&ble, accurate
costs for ita unbundled network elements. The SWDT unbundled network element
e05t studies are fo~ard-looking, long run incremental c08t studie. that follow
the Total Element Long RUD Incremental Cest (1'2LIUC) .-ethodology 8et forth by the
,"ce.

SWBT'S studies" cu:e .iJlailar to tho.. III<1'M by other _jor telepbone
cOIIpanies . They rely on net.work engineering lIIOdel8, which ••tiMate tbe fozward
looking eosu to const.ruct plant aPd which e.tillate the resultillg coats per unit
of capacity for loops, ""itching, tr~port and other network elelllla&te. 'the input
data ill these -in4ulftry standard- Il\()dels reflect existing wire cen~er., total
dPtAnd for pllmt capacity, and a prospective view of the evolutiOd of the network
and its coate. Key input data include the .ix of tecbnologi•• and current
equipm~nt price.. capital costs (J.e., depreciation, cost of .oney.-iD~

t.axes) are based on ;mot.her -iudustry standard,- the CAPCOST DIOde1, which has
'bee~ used by the RBOCS and ATilT since the 197019. :Key input data, INch ae .eJ:Vice
lives, debt ratios and income taxes, are current values or forward-looking
filstilllAtes.

SWDT' B cost method. and models are sound. Tbey provide Z'aasonabl.
estimat.e. of forwa~-loo)d.ng incremental COSlt.S of unbUllc1led network .1elMl1t.
COliltS. Por example, SOT'. tllain plant investment model8, vhich eaapute forward
looking investments for loops, switcbing and transport, are reasonable models ot
the costs to construct these facilities. SWBT's approach for calculating plant
investment. is COIlmOI1 among teleconununications companies, an4 snT'. models
reasonably apply this approach.

In his direct testimony in PUC 97-44~, Mr. Conwell adopted tbe testimony
of "illiam E. Barfield, Jr. Mr. Conwell's testimony is almost ideacical to bi~

testimony tiled 1n Cause no. POD 97-213 with some minor excepti0P8.

In it. cost studie., SWBT used a methodology that applies variou. factors
and rabor rat•• to detentine accurate estimates of the cost of providing .pecific
products and aervices. In his testilllOny, Mr. COnwell addressed why these fACto~s

and labor rates are required to develop costs. He also explained how the••
fact.ors and labor ratelil are developed and how they are applied in the cost
studies SWBT presented here.

Factors and labOr rates are the means by which SWBT w.. ~le to measure
certain costs expected to be incurred in the provision ot products and services.
These factors and labor rate. have been developed froll1 SWBT'. current fi~cial

records. 115 veri tied and audi ted by internal and external sour.:.S. Their USI! is
~ expedient and accurate meth04 to prepare CQst studies tor SWBT'II prOQ\lct8 And
services.

The coses S~T currently incurs in the provision of products and services
are the Dest indication of wh~t its costs will be in the future period of the
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eontraet wit.l1 the Ct:GIp!tiUve LoQa,l Exchange Provider (o:.ECl. All of the facton
are developed from the current east. in SWBT's 'inanc!al reeords eategor1zed by
I'CC Part 12 Account-. 'l'hel. financial records are the bases for SWBT'II reports
to the SEC. the finaneial cOl\1RtW1ity. aDd various regulators. to -.dditica, t.he
factors uaed in developin~ costs are the siUl\e .S tl1o•• developed for SWBT
tariffed product. or servic••.

The faotor. used by SWBT in its cost studies are as foll~:

• Cost factors are applied to identify expenses (maintenance,
for example) relating to specific investmeDt$. Thes. factors
are expres8eQ in terms ot the costs SWDT will iocur per dollar
ot iuve.~ (by .pecific account).

'"-- .."

•

•

XDveshlent factors are applied to identify the additional
:i.n'Vt.~l1t. over tbe vendor'lI purc:hase price required to
iDstal1 and bouse the equipment peeded for the prOVision of
SItS"1". proc!ucts Or service.. '1'bey include installation labor,
sales tax and building factors.

Inflation. factors are applied to properly match SWBT' 8

estimated cost "itb the time period for whiCh those costa will
be applicable. An inflation factor trend. paSt experience
into the foreseeable future. The costs so idel1titied an
projected fo:r:ward. to the end of tbe CLEC contrAct period and
then levelized back to present values. The costs; develcped in
the SWBT cost studies represent; the efficient forward·lookinq
least coat technology baseQ upon eurr8l1t finiUlC1a1
inforD\at:LOll. However, costs will change over tillle. For
eXiU11P1e, operating expenses track closely t.o the overall
ec:ono~y price indices, especially wh.n labor costs are the
most significant expense and SWBT'8 labor cOPtract ties to the
Cpy-W rate ot inflation. Inflation factors recognize these
future costs.

-,_.-.r'

',,--,:

These factors are atated in a ·per dollar of cost- or a ·per dollar of
investment- ratio. Thb ratio is easier to administar for the mult1ple elements
at issue. Moreover. they automatically adjust when inputs change.

Cost factors are etated a. a ratio of costs to inve_tlllen.ts, but cost
tactors are not simply a ratio of current expenses divided by booked invest.ments.
To accurately apply these cost fac~ors in SWBT's forward-looking cost studies.
where all plant is assumed to be new, the costs employed must all be ourrent
coste. The cost of 1nve»tment muet be the value that would be invested if all
assets were to be replaced today for proViding service tomorrow. To accomplish
this, inve.tmcnt accounts are brought forward to the currant replacement cost
levels by technology. Forward-looking technolOgy is assumed in .ach study.
Thus, SWBT adjusts the embedded nature of :&.nv.ltment cost data. For example,
digital switching is •••urned ~ather than the mix ot switch technology now in
place on the network. Likewise. the al'propriate forward-looking use of fiber or
copper cable is uIPed, rather than the mix of cable now in place. This
restatement to forward-looking investment i5 accomplished by USing the Current
COSt to Book COB~ (Ce/BCI ratio. ~he cc/sc ratio converts the g~o58 book cost
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of all existing invesem.ncs ~o the value tba~ would be invested if all .sseta in
that account wen to be repl.ced today for provi.ding service t.oIlIarraw. The eost
factors are then calculated by dividing SWBT'II current cxpe1U!l88 by t.his r ••ta~ed
in:vestRlent..

An example ot this may be' helpful. suppose SWB'l" has current pole exp8mlel!l

of $25 with ~osu pole DoQk in~e5tmenta of $50 and a Pole eu~~ant Coet' to Book
COst (CC/BC) ratio of 2.0. SWBT's current. expense to 1nvest1lM!ll1C ratio would be
computed aa follows I

$0.50 ($25 pole expenses I $50 booke~ pole il1vestmBl1t)

Beeause it i. based on booked ;!.l1v@8tm.tnt, this fac~or doe. DOt reflect a
forwarcS·lookiDg aintenance, fact.or, alld thUG could not" b_ properly used i.n.

forward-looking studi... ~o develcp a forward-loOk!Qg tac~ for poles, the
"._./ replacement cost of the pole iDv••tllent is first calculated:

$100 ($50 booked in~estMeDt x 2.0 CC/BC)

Then SWBT would develop the forward-looking pole maintenaJl<:e factor, &II £ollows:

$0.25 ($25 c~rrent expenses I $100 investment replacement coat)

This: example demonstrates how booke4 investment is restated to be torvard
lOOking. ao that the resulting maintenance cost fact.or can be used in SWBT's
forward-looking cost studies.

"..J

-' ..J

i
",--",'

Labor rate. represent the cost per hour of labor (by specific job
classification) required in the provision of products and services. lIabor rate.
are uSlecl when certain activitie., such as! non-recurring cost !\Wctiona, are
better identified by aD analysis of the labor efton expended to c~l.te

specific tasks inB~ead of the investment required.

In its cost .tudies, SWBT applied the applicable cost factors, investment
fa.ctors, infla~ion factors and labor rat... to the required forward-looldng
investments or the current labor time necessary to provide a product or service
in question. All activiti•• auociated with product. aDd services are currently
performed by SWBT employees. The labor rates can be applied to the estimated
tim~ required to perfonn tbese new activities in order to estimate the
appropriate charges for SWBT', product.s and services.

In p.rfo~ing these ttudies, SWBT ~lso used the Capco.t ~.l to develop
depreciation, return and income tax factors. Capco8t is used to ~alculate the
depreciation, return on capital and income taxes ~equired to reimburse SWBT for
its investment in the placement of the assets required to pro~ide products,
services. Capcost levelizes capital cost factors over the total life of the
Assets.

In his reb~ttal te~timony in POD 97-213 and 9'-442. Mr. conwell t'5tifie4
thae as ~ independent consul rant specializing in telecommunications costing was
engaSed by SWBT ro review unbundled network element cost studies and to assist
in cost study related matters. Mr. Conwell'S te~timony addressed claims by ~~~T,
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COx and others that the CO$t factors and labor rates used in ~~ coat studies
cause ONE costs and resulting rates to be too high.

There are four type. of cost factors:

1) Capital ooat f~r.ors tor c:cmputing annual depreciation. COSt of JIlOIJey
.~_j and inCOllla tax.. attributable to plant i.nvestment.

2) Expen.e factors for ••timating annual operating expaa.ee attributable
to plant.

3) Investment factors for cCllIlPuting adclitional plant ClOl18t.ructiOP costs,
which ..uat be included with tlle cOllts of VCI1Cior III&terial", engineering and
installatien labor to arrive at the total plant iDvest_ent.

-l) InflatiOll factors for eBtil1l&tingo average inflation i.a pl..nt
construction costs and operating expenses for tbe period 1'9' to 1998. or the
initial time perlod expected for 0N2 rates.

Labor rate. Ilrlt applied to activity time. to oOlllPute t.he cost. of
activit!e•.

In sununary. Mr. Conwell' 8 rebuttal delllOnlitrated the follaviAg:

Use of prescribed aervice lives and lower cost: of Iiloney. SWBT maintaina
that its service lives aDd cost of money used in computing capital cost factors
are correct; therefore, no changes should be made to the capital cost factor8.
No changes should be ~d8 to support asset expense factors for c~ge8 in capi~al

costs.

Inclusion ot non-recurring costs in maintenance expense factors. If an
adjustment is to be mad., the current beet percentage est1Jllat.. of rearrang-.ent'
and change expenses (excluding right to use fees) for central offioe and cable
and wire facilities should be used to remove non-recurdng cost_. Ho adjustJaeDt
to non-recurring costs should be made.

Teeting expenses included in maintenance expense factors. contrary to
AT.r.1"s recormaendation to exclude 20\ of testing expenses, no te-tin9 expense.
shouIa be eliminated from maintenance expense factors.

Inclusion of _alary-telated support asset expense. in plant labor rates ana
the support as_et expense factors. Although it wi11 bave a minor effect on ONE
costs, the support as••t expense fact:cr may be adjusted to exclude SAlary-related
support asset costa in proportion to the ratio ot non-recurrin~ cost_ to total
plant specific expenses (excluding RTU fees). No salary-related support asset
expenses should be removed from labor rate•.

ISCUQS related to SWBT's building f.ctor. overall, SwaT maintains that its
buildin9 factor development is sound, although an adju.tment May be maae to
include radio investment in the building factor calculation.

; i
'-../

U&e of annual cost factor methodology proposed by cox. SWBT does not
ar;cept. C:O;IC. wit.ness Or. Collins methodology that hinges on tbe as.umption of
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